When investors engage in international business, transactions and operations, they encounter additional risks compared to trading domestically. Different languages, currencies, jurisdictions, customs and habits can be translated into extra informational asymmetries and transaction costs that may affect the smooth operation of business. Political transitions can also play an important role in the success of an offshore investment, especially in a world full of political uncertainty. As such, mitigating offshore risks is a significant factor in the success of overseas projects, investments and contracts. As such, this paper aims to identify risks which investors are exposed to when investing offshore and ranking these risks in order of importance, based on a literature review as well as views and experiences of South African investment brokers registered with the Financial Services Board.
Introduction
Offshore risks have been acknowledged to have a relevant impact on investor's decisions due to losses suffered in the past. In some cases, offshore risks have forced several major investors into bankruptcy and throwing a number of businesses into disarray through job losses. Uncontrolled offshore risks can be regarded as one of the main reasons that lead to unfavourable results. According to Saunders and Cornett (2008) , an offshoreoriented investor that mismatches the size and maturities of its foreign assets and liabilities is exposed to foreign currency and foreign interest rate risks. Even beyond these risks, and even when investing in dollars, holding assets in a foreign country can expose an investor to an additional type of foreign investment risks.
Regardless of the risk under consideration, investors strive toward an investment that yields the greatest possible income with the least possible risk. When choosing an investment, investors are advised to think carefully about how much risk they are willing to take. This is emphasised by Lucas (2009) , who warns that while money may ensure security, placing capital in a high-risk environment could cause investors more concerns than the investment is worth. Additionally, in the volatile state of financial markets, the risk of investments should be considered more carefully than in stable markets. It is at times like these that investors are reminded that there is no such thing as risk-free investments. Everything has its price, and in the case of offshore investments, that price could be a result of offshore risks.
In the face of plunging markets, some investors discovered that they are not quite as tolerant to offshore risks as they might have thought. A number of investment portfolios are adjusted during difficult times, with investors adopting a mix of assets which they consider to be profitable in the long term. When reassessing investment portfolios, some offshore investors use risk analysis as an essential tool for adjusting their portfolios. Risk analysis is defined by Aven (2003) as a technique used to identify and assess the factors that may jeopardise the success of a project or of achieving a goal. This technique also helps to define preventive measures that can be used to reduce the probability of these factors from occurring and identify counter measures to deal with these constraints successfully. Therefore, analysis can help investors decide whether a given investment is too volatile or if the investment is not providing a return proportionate to the risk associated with it.
During the past number of years, the South African economy has developed rapidly and is affected by global market fluctuations. A number of South African investors are becoming global players by investing in foreign countries and markets. Thus, there are a number of risks to consider when considering doing business or investing in foreign countries. This paper seeks to identify and rate, in order of importance, the risks that should be considered when investing offshore. In support of this objective, the paper is divided into a brief literature review of the various risk types, followed by a methodology to determine the appropriate risks in order of importance that should be considered by offshore investors.
Literature review
Offshore risks vary from one country to the next. Some countries have high risks that discourage foreign investors. For example, when a domestic corporation is unable or unwilling to repay a loan, an investor usually recourses to the domestic bankruptcy courts and eventually may recoup at least a portion of its original investment when the assets of the defaulted firm are liquidated or restructured. By comparison, a foreign corporation may be willing but unable to repay the principal or interest on a loan. Most commonly, the government of the country in which the corporation is hosted may prohibit or limit debt payments because of foreign currency shortages and adverse political reasons.
In the event of such restrictions, rescheduling or outright prohibitions on the payment of debt obligations by sovereign governments, the investor has little, if any, recourse to the local bankruptcy courts or an international civil claims court. The major leverage available to an investor to ensure or increase repayment probabilities and amounts is its control over the future supply of loans or funds to the country concerned. However, such leverage may be very weak in the face of a country's collapsing currency and government (Saunders and Cornett, 2008) .
In summary, the notion of offshore risk itself is very old and integrated into the assessment of risk and return in international operations. Usually, it was seen as inextricably linked with doing business abroad. When doing business abroad, investors need to consider a number of factors prior to investing offshore, since changes in political and economic policies can be detrimental to investors' success. According to Frenkel, Karmann and Scholtens (2004), politics is a major factor in determining the overall structure of financial markets and the regulatory framework. Countries have different rules that regulate investments in their countries. For this reason, offshore investors investing in countries that have unstable political economic systems should consider adding a risk premium when determining their required rate of return for these additional uncertainties. Risk premium refers to an increment in interest rates that would have to be paid for loans and investment projects in a particular country (Chapman, 2006) . One way of establishing the risk premium for a country is to compare the interest rate that the market establishes for a standard security in the country to the comparable security in the benchmark country. For the securities to be comparable, they should have the same maturity and involve payment in the same currency.
The reason why the payments should be the same is that otherwise the differential in the interest rates would reflect the differential rates of inflation in the two countries instead of solely the market perceived risk of non-payment. The interest rate that is relevant is the market-determined yield to maturity rather than the coupon interest rate. The coupon interest rate is valid only if the issuers were careful to set the coupon rate so that it is equal to the yield to maturity of the security. For example, suppose the US government has issued a five-year bond that has a yield to maturity of 6% and the government of Poland borrows dollars by selling a five-year bond that pays in dollars and the yield to maturity of that bond is 8%. The risk premium for Poland would be 2%. The 2% is the correct value providing the yields to maturity, which is expressed as instantaneous rates. If they are expressed as effective annual rates then the correct computation of the risk premium (ρ) is as follows: The above procedure is easily implemented if a country's government borrows through securities denominated in dollars. This is common among the various emerging market economies but rare in the developed economies. Developed countries like the United States are generally considered the benchmark for low country risk, and most nations can have their risk measured as compared to the United States (Huang, 2009) .
Political analysts as well as economic analysts are increasingly drawn into the debate of the interplay between politics and stock markets. In this regard, Moran (1998) warns investors that, if different political parties manipulate the economy according to their policies, the results would be reflected on the stock market. For example, there was instability in the South African stock market prior to the outcome of the African National Congress (ANC) policy conference in Mangaung in December 2012. In addition, it is assumed that electoral uncertainty is directly related to stock market volatility and that political events, such as the election of a politician who is expected to enact market-friendly policies, lead to increases in stock market returns. Conversely, political events that are expected to have a negative impact on the economy and specific businesses lead to decreases in stock market returns. Therefore, it can be deduced that political variables cause fluctuations in stock market returns. According to Saunders and Cornett (2008) , political variables take many different shapes and forms as changes in domestic and foreign policy, as well as uncertainty brought about by national elections. The re-distribution of political power could have important implications in the future political and economic course of a country.
Consequently, an election brings a major uncertainty to both domestic and foreign investors. Although exchange control regulations in South Africa have been dramatically eased since 1996, investors still need to follow a bureaucratic process when they wish to invest offshore using the R2m foreign investment allowance (Thorne and Cloete, 2010) . Investors should ensure that they follow domestic as well as international rules and regulations during international investments. Some trade agreements are extremely convoluted and complicated and may involve not just one international agreement between two countries, but agreements between multiple countries. As a result, international investments can be confusing and difficult to maintain, particularly if those investments span several different industries. As the aim of this paper is to identify risks that should be considered when investing offshore, the next section will briefly discuss the possible offshore risks that could be detrimental to an offshore investment plan.
Risk types to consider when investing offshore
Most investors are debating the differences between risk types. Although some regard this debate as semantic, it is necessary to clearly define each risk type that need to be considered when investing offshore. This understanding will allow investors to identify the risk proactively and manage it, thus protecting their investments and assisting them in making the most appropriate investment decisions. Some of the primary offshore risks to be considered are identified in this section.
Exchange rate risk
According to Madura (2009) A number of South African companies trade with companies overseas or obtain foreign capital abroad. As such, they are not insulated from exchange rate risk, political instability, inflation, economic policy, interest rates, unemployment and the economic growth rate that can lead to changes in exchange rates.
Market risk
Young (2006) defines market risk as the risk of a decrease in the value of a financial portfolio as a result of adverse movement in market variables such as prices, currency exchange rates and interest rates. In other words, market risk is an exposure arising from adverse changes in the market value of a financial instrument or portfolio.
Markets are highly competitive resulting in thousands of intelligent and well-backed analysts constantly scouring the securities markets searching for the best options. This competition means that investors should expect to find few, if any, investments that are obvious bargains. Market risk is therefore another important risk that needs to be addressed for the success of an offshore investment plan.
Inflation risk
Appel (2008) defines inflation as the overall general upward price movement of goods and services in an economy, usually measured by the consumer price index (CPI) and the producer price index (PPI).
When inflation occurs (the cost of goods and services increase), the value of a currency decreases because investors will not be able to purchase as much with the same currency as they previously could. For example, if one Rand could buy three candy bars last year and today it can buy only two, the purchasing power of the Rand has decreased. In periods of declining price levels (deflation), the purchasing power of a currency increases.
Efforts on the part of government to curb the rate of inflation are usually accompanied by an increase in interest rates. Higher interest rates, in turn, increase the cost of credit, and this could eventually limit the demand for goods and services in a country. Some of the main factors, which have an influence on the interest rate as well as other factors, do not function in isolation, but have implications for many other aspects of a country's economy.
Interest rate risk
According to Whittaker (2009) , interest rate is the rate payable on borrowed money. This rate is applied to the principal of a loan and can be compounded in many ways. For example, interest rates can be compounded daily, weekly, monthly or annually. According to Sharpe (2007) , interest rate risk is a general increase or decrease in market interest rates as a result of the monetary policy of the central bank. After the central bank has adapted its general lending rate, those in the banking sector alter their own prime and other lending rates accordingly. This has a ripple effect throughout the entire economy and influences all economic activities because changes in interest rates affect cash, bonds and stocks (Bodie, Kane and Marcus 2004).
As a result, the risk of a particular investment could increase as interest rates increase. As risk increases, the cost of stocks decreases and investors may lose money. However, the converse is actually beneficial. For example, if interest rates are reduced, stock prices are bound to increase. Investors could make money by selling stock at a higher price. An increase in interest rates will increase the cost of capital (Chapman, 2006 ).
Credit risk
Wagner (2008) defines credit risk as a failure to make required debt payments on a timely basis or to comply with other conditions of an obligation or agreement. It may comprise, for example, the possibility that a bond issuer will default by failing to repay the principal amount and interest in the time agreed upon.
Movements of financial capital between countries are normally dependent on either credit or equity transfers. Credit is in turn dependent on the reputation or creditworthiness of an investor that takes responsibility for the funds. Actual credit losses depend on the collateral and netting agreements. In some (but not all) instances, collateral taken can be liquidated upon default to cover losses, while a netting agreement allows a portfolio of deals to be collapsed into a single payable or receivable (Wagner, 2008) .
While the term credit risk can encompass credit scoring, it is more commonly used to refer to processes that entail human judgement. As such, it is necessary that offshore investors assess and review information about the counterparty. This might include the counterparty's balance sheet, income statement, recent trends in its industry, and the current economic environment. It is clear that credit risk provides another likely explanation of why the required rate of return is not always realised. According to Wagner (2008) , default bonds are regarded as those bonds that constitute failure to pay interest. From an investor's point of view, insolvency can be regarded as a serious issue where the repayment of the capital sum in total or in part is at stake.
Liquidity risk
According to Tracy (2005) , liquidity risk is an investment that has no immediate access to either the ability to buy or sell the investment, such as a stock or mutual fund, or the ability to access and withdraw funds, from a savings account. According to Gitman and Joehnk (2008) , a liquid asset has some or more of the following features: can be sold rapidly; with minimal loss of value; any time within market hours. The essential characteristic of a liquid market is that there are ready and willing buyers and sellers at all times.
For the purposes of asset allocation, it is critical that illiquid asset classes be made comparable to liquid asset classes. An estimation procedure may help to assess the true risks and diversification benefits presented by illiquid asset classes more accurately. Even though the approach involves some assumptions, it should provide a better picture of the variations in illiquid returns. Usually when an investor acquires an asset, it expects that the investment will mature or that it will be sellable to another investor.
In either case, the investor expects to be able to convert the security into cash and use the proceeds for current consumption or other investments. The more difficult it is to make this conversion, the greater the liquidity risk. According to Rose and Hudgins (2005) , an investor must consider two questions when assessing the liquidity risk of an investment, namely: how long will it take to convert the investment into cash; and how certain is the price to be received? Similarly, uncertainty faces an investor who wants to acquire an asset, namely: how long will it take to acquire the asset; and how uncertain is the price to be paid?
Based on the abovementioned discussion, it is clear that liquidity risk can be regarded as one of the key risks an investor should consider when investing offshore. Liquidity management will not only ensure that risks are kept minimal but also that opportunities presented are exploited.
Legal risk
According to Young (2006) , legal risk is the risk arising from violation of or non-compliance with laws, rules, regulations, prescribed policies and ethical standards. This risk also arises when laws or rules governing certain products or activities of an organisation's customers are unclear or untested. According to Chapman (2006) , legal risk is defined as failing to operate within the law, to be aware of legal obligations, to honour contractual commitments, to agree remedies for compensation with the offshore company in the event of default, and to show evidence that a corporation has operated within the law, or to recognise and effectively manage legal threats. According to Rose (1999) , the scope of legal risk for a business may be considered to include, but is not limited to:
breach of environmental legislation; inaccurate listing information in terms of misstatements, material omissions or misleading opinions; and breach of copyright. Offshore investors' objectives may be compromised when legal risk is not minimised in a foreign country. Failure to manage legal risk can result in the cancellation of offshore investment contracts, penalties, fines and termination of trading licenses in extreme cases, which will be detrimental to the investors' objectives in the international arena. However, when legal risk is managed, offshore investors can realise great benefits.
Technological risk
Technological risk has become a major concern for offshore investors in recent years. Since the 1980s, banks, insurance companies and offshore investment companies have sought to improve operational efficiency with major investments in internal and external communications, computers and an expanded technological infrastructure.
Technological risk arises when existing technology malfunctions or back-office support systems break down (Saunders and Cornett, 2008) . According to Chapman (2006) , technology risk refers to sources of risk that are considered to be embraced within the term technology. Technology risk includes the following, for example: a lack of investment in technology and the resultant erosion of the ability to compete; and inadequate technology governance, in particular, IT governance.
A general lack of adequate technology can lead to investors having to withdraw offshore investments as a result of an inability to compete and leading to frustrations and losses. When investors envisage offshore investments, they need to ensure that they can afford the technology needed to trade with their offshore counterparts. As such, there are technological factors that need to be considered by offshore investors before investing offshore.
In conclusion, the decision to invest offshore is not one to be taken lightly, as there are many risks that need to be considered, which could be detrimental to an offshore investment plan. According to the discussions of each risk type, it is apparent that offshore investments are not risk free. Thus, offshore investors need to assess each and every risk individually, to determine the extent of the risk exposure before making an investment. The next section will focus on certain risk-related control measures which could reduce the risk exposure when investing offshore.
Research methodology
The aim of the paper is to determine and rank, in order of importance, the risks that should be considered when investing offshore. As such the investment brokers registered with the Financial Services Board (FSB) and licensed to trade offshore were selected as the target population to respond to a closed structured questionnaire. A web-based questionnaire using LimeSurvey was used to collate data from the respondents. The SPSS statistical methodology was used for the analysis from where recommendations and conclusions were drawn.
According to the data obtained from the FSB, the investment industry in South Africa consisted of fifty-two (52) investment brokers in July 2011. However, it was confirmed that only twenty-eight (28) investment brokers were registered and licensed to trade offshore. A response rate of 44% was achieved which was regarded as sufficient to make reliable and valid conclusions.
Discussion of findings
The response was subjected to a descriptive statistical analysis process and focused only on the identified respondents, which has been at the forefront of offshore investments and plays a key role in the South African offshore investment market. According to empirical evidence obtained from the respondents, there are eight risks that should be considered when investing offshore. The respondents were requested to rate the importance of considering these risks from very important to irrelevant when investing offshore using the Likert scale below. Indicates that the risk is very important to consider when making an offshore investment decision according to the respondents' views and experiences.
The eight risks identified in the literature review were confirmed as risks that are important to consider when making an offshore investment decision. However, the respondents rated the risks' level of importance differently as indicated in the figure below. The above figure indicates that market risk should receive the most attention when considering investing offshore and technological risk should receive the least attention. When rating the importance of considering market risk during an offshore investment decision, 67% of the respondents regarded market risk as very important, while 33% regarded market risk as important. Market risk incorporates, to a lesser or greater extent, political decisions in offshore countries, monetary and fiscal policies, which could lead to losses if they are not in favour of investments in the country. Investors need to track the market trends in the offshore country, and unstable markets should not be considered.
Of the respondents, 67% regarded interest rate risk as very important to consider when making an offshore investment decision. Seventeen per cent regarded interest rate risk as important and the other 17% were neutral as far as interest rate risk is concerned. Interest rate fluctuations could negatively affect a perfect investment plan. Highly volatile markets have higher risks in relation to lower volatile markets. When diversifying investments in offshore countries, investors need to strike a good balance between these markets. Changes in interest rates influence the value of the investor's stocks, cash and shares. As a result, the risk of a particular investment could increase as interest rates increase, and decrease as interest rates decrease. Offshore investors need to be mindful of these movements.
In terms of liquidity risk, 67% of the respondents rated it as very important, while 33% regarded it as important to consider when making an offshore investment decision. Liquidity risk can be regarded as one of the key risks an investor should mitigate when investing offshore. Liquidity management will not only ensure that risks are kept minimal but also that opportunities presented are exploited.
Sixty-seven per cent of the respondents regarded legal risk as very important, 17% rated it as important and 17% were neutral. Offshore investors' objectives may be compromised when legal risk is not adequately addressed before investing in a foreign country. It could, for example, result in the cancellation of offshore investment contracts, penalties, fines and termination of trading licenses, which will be Fifty per cent of the respondents regarded inflation risk as very important, 33%rated it as important and 17% were neutral. When the general price level rises, each unit of currency buys fewer goods and services. Thus, it is important for offshore investors to take into account the inflation rate in the offshore country concerned and forecast the future trend and the potential influence on the planned investment.
The respondents were equally divided between very important and important when rating the credit risk and technological risk during an offshore investment decision. Although these risks were rated the lowest, it does not mean that they cannot be detrimental to an offshore investment. As such, it is also necessary to consider the potential influences of these risk types during an offshore investment decision.
Although the respondents rated the risk types in order of importance, not one risk type was rated as irrelevant or unimportant. Therefore, it can be deduced that all the identified risk types should be analysed and evaluated as part of an offshore investment decision. However, the success of an offshore investment cannot be limited to identifying and ranking the risks. The overall planning and execution of an offshore investment strategy remains vital for success.
Conclusion
The aim of this paper was to identify risks which investors are exposed to when investing offshore and ranking these risks in order of importance. The literature review discussed risks to be considered when investing offshore. This was followed by a research methodology which was used in this paper. Then the findings were discussed, which ranked the risks in order of importance according to the views and experiences of the respondents.
Offshore investments are based on the freedom to trade with the rest of the world, freedom to invest where the profits are favourable, and generally speaking the freedom to do business in any country. However, to exploit these international flows in profitability and safety conditions, it is necessary to identify and manage risks that could arise in the receiving economies.
As a global player, South African investment corporations exchange trades with corporations in other countries. These trades are, however, not risk free and trading in foreign markets can lead to corporations suffering losses if their investment plans are not well formulated and executed.
From the literature review, it is evident that there are many risks to consider when investing offshore. The risks were considered individually to assess the possible impact on offshore investments and thereafter ranked, amongst others, in terms of importance. Market risk was rated as the most important risk to consider when investing offshore, while technological risk was rated the least important.
In order of importance, the risks that should receive the highest attention from most important to the least important were ranked as follows: The above priority list is not exclusive to all offshore investors. However, it can be used as a guideline when considering risks of investing offshore.
